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Q. Please state your name and business address.1

A. My name is Rochelle Langfeldt and my business address is 527 East Capitol2

Avenue, Springfield, Illinois  62701.3

4

Q. By whom are you employed and in what capacity?5

A. I am employed by the Illinois Commerce Commission (“Commission”) as a6

Financial Analyst in the Finance Department of the Financial Analysis Division.7

8

Q. Please state your educational background and work experience.9

A. In May 1998, I received a Bachelor of Arts degree in Finance from Illinois College in10

Jacksonville, Illinois.  In May 2000, I received a Master of Business Administration11

degree from the University of Illinois at Springfield.  I have been employed by the12

Illinois Commerce Commission since June 2000.13

14

Q. What is the purpose of your testimony in this proceeding?15

A. The purpose of my testimony is to describe the issues concerning the measurement16

of merger premiums.  I will examine both the purchase price itself and the allocation17

of the purchase price for the “Utility Assets”, which refers to the assets of Citizens18

Utilities Company of Illinois used exclusively in providing water or wastewater19

service and the assets of Citizens Business Services Company that relate primarily20

to the business operations of Citizens Utilities Company of Illinois.1  I will also21

                                                
1 Company’s Amended Verified Application.
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critique the analysis of Mr. Bharani Bobba, which purports to demonstrate the22

reasonableness of the purchase price for the Utility Assets.23

24

I am not addressing the threshold issue of whether the merger premium should be25

reflected in Illinois-American Water Company’s rates in some manner.  Staff26

witnesses Dave Borden and Thomas Q. Smith are addressing that aspect of the27

merger premium on behalf of Staff.  However, should the Commission decide to28

reflect a merger premium in Illinois-American Water Company’s rates in some29

manner, I will offer an alternative method for allocating the purchase price of the30

Utility Assets without violating the standards set forth in the Public Utilities Act31

(“Act”).32

33

Q. Please describe the proposed acquisition in this proceeding.34

A. American Water Works Company, Inc. (“AWW” and “Parent”), and certain affiliates,35

are acquiring all of the water and wastewater assets of certain subsidiaries of36

Citizens Communications Company (“Project”), formerly Citizens Utilities Company37

(“CUC”).  The Project involves the water and wastewater assets in six State38

jurisdictions.  Two of the companies involved in the Project are Illinois-American39

Water Company (“IAWC” and “Company”) and Citizens Utilities Company of Illinois40

(“CUCI”), which are subsidiaries of AWW and CUC, respectively.41

42
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This proceeding concerns an acquisition transaction (“Acquisition”) in which IAWC43

has entered into an asset purchase agreement (“Agreement”) with AWW, CUC,44

CUCI and certain other affiliates of Citizens under which IAWC will purchase from45

CUCI both the water and wastewater assets of CUCI and certain business assets of46

Citizens Business Service Company (“CBSC”), (collectively referred to as “Utility47

Assets”).248

49

Q. Please summarize your conclusions.50

A. I have concluded that IAWC’s measurement of the merger premium is incorrect.51

The merger premium should be calculated, in part, on the basis of pre-merger52

market value rather than book value, which is typically recognized for ratemaking53

purposes in Illinois.  Pre-merger market value (“market value”) equals the present54

value of the future cash flows that the underlying assets of CUCI are expected to55

produce as measured immediately preceding the announcement of the acquisition56

bid.  My understanding is that IAWC must correctly measure the merger premium to57

satisfy the requirement of Section 7-204(b)(7) of the Public Utilities Act (“Act”),58

which states, “The proposed reorganization is not likely to result in any adverse rate59

impacts on retail customers.”360

61

In addition, IAWC’s measurement of the other determinant of the merger premium,62

purchase price, is based on a questionable allocation procedure.    63

                                                
2 Company’s Amended Verified Application.
3 220 ILCS 5/7-204(b)(7)
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64

65

                                                                                                  My understanding is that66

the proposed allocation of the purchase price amongst State jurisdictions and67

between utility and non-utility assets must satisfy Section 7-204(b)(2) of the Act,68

which states, “The proposed reorganization will not result in the unjustified69

subsidization of non-utility activities by the utility or its customers.”4  The Company70

has failed to demonstrate that its allocation of the purchase price meets this71

criterion of the Act.72

73

Moreover, the purchase price is a direct function of the proportion of merger related74

savings the utility expects to retain.  Thus, reflecting a merger premium in rates75

could have the undesirable effect of increasing future merger premiums and76

reducing merger savings net of the merger premium.  IAWC’s Savings Sharing77

Proposal (“SSP”) would essentially recover the merger premium through rates.78

Therefore, IAWC must demonstrate that the proposed reorganization will not result79

in any adverse rate impacts on retail customers.580

81

Next, Mr. Bobba’s analysis of the purchase price is insufficient for demonstrating82

whether the purchase price is reasonable.  To reflect a merger premium in rates, the83

Parent must demonstrate that the assumptions in its analysis of the market value of84

                                                
4 220 ILCS 5/7-204(b)(2)
5 220 ILCS 5/7-204(b)(7)
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the Project are reasonable.  Moreover, the Company must demonstrate that the85

allocated purchase price does not result in the unjustified subsidization of non-utility86

activities by the utility or its customers.687

88

I am not advocating the recovery of the merger premium through utility rates;89

however, should the Commission decide to recognize the merger premium in some90

manner, I will provide an alternative method for determining the purchase price and91

resulting premium which would reduce the possibility that the reorganization would92

adversely affect ratepayers.93

94

Q. Please define “merger premium."95

A. The Company defines merger premium as the difference between the purchase96

price and net original cost (“book value”) of the acquired assets.7  As Staff witness97

Thomas Q. Smith testifies, for ratemaking purposes, this difference is generally98

referred to as a plant acquisition adjustment.899

 100

 In contrast, from a financial standpoint, merger premiums are mathematically101

expressed as the difference between the price paid for a company and its market102

value immediately preceding the acquisition announcement.  Merger premiums103

arise from merger and acquisition transactions (“M&A transactions”) that involve the104

change in control of a company.  Thus, merger premiums can also be described as105

                                                
6 220 ILCS 5/7-204(b)(2)
7 Company Exhibit 2.0, pages 7-8.
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the additional price paid for a controlling interest in a company in comparison to the106

aggregate market value of that company to stockholders with non-controlling107

interests.108

109

Q. How did the Company measure its “merger premium”?110

A. The Company subtracted the June 30, 1999, book value of the Utility Assets of111

$153,280,282 from the $219,896,000 of the purchase price that has been allocated112

to the Utility Assets.9  According to the Company, the result, $66.6 million, equals113

the merger premium.10114

115

Q. Please explain why the Company’s calculation of the “merger premium” is116

incorrect.117

A. The Company’s calculation of the merger premium is incorrect for two reasons.118

First, the Company’s calculation improperly uses book value as the baseline that is119

subtracted from the purchase price, when, in fact, the market value of the Utility120

Assets immediately prior to the acquisition announcement should be the baseline in121

a merger premium calculation.122

123

Second, the purchase price for the Utility Assets was established from a highly124

questionable allocation of total purchase price for the Project to the various125

companies included in the acquisition. Section 7-204(b)(2) of the Act requires that a126

                                                                                                                                                            
8 Staff Exhibit 1.0
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proposed reorganization not result in the unjustified subsidization of non-utility127

activities by the utility or its customers.  It is my understanding that non-utility128

activities include the regulated activities outside of Illinois;11 thus, AWW’s allocation129

of the purchase price among the State jurisdictions, which fails to recognize the130

future cash flows of each CUC subsidiary to be acquired by AWW, including CUCI,131

fails to demonstrate that the proposed reorganization will not unjustly subsidize non-132

utility activities, including regulated activities in other State jurisdictions outside133

Illinois.134

135

Q. Why should the baseline in the merger premium calculation be based on136

market value rather than book value?137

A. The market value of a company equals the present value of future cash flows the138

underlying assets are expected to generate.  This amount is the most that investors139

buying non-controlling interests (“minority shareholders”) would pay for the company140

in aggregate.  The market value immediately preceding the acquisition141

announcement should be used as the baseline since it reflects the present value of142

future cash flows that the company would be expected to generate assuming no143

change in the manner in which it operates.  Whenever the pre-merger market value144

of a company exceeds its book value, a “merger premium,” calculated using book145

value as the baseline would, by mathematical definition, include a “pre-merger146

market premium” in addition to the “post-merger market premium”.  That is, the147

                                                                                                                                                            
9 Company response to data request RL 2.04, attached as ICC Staff Exhibit 3.0, Schedule 1.
10 Company Exhibit 2.0, pages 7-8.



Docket No. 00-0476
ICC Staff Exhibit 3.0

8

Company’s definition of merger premium might include a premium that has no148

connection to the merger.  If the book value were used as the baseline in a merger149

premium calculation, and that book value was less than the pre-merger market150

value, the company would be overcompensated with additional cash flows.151

152

Q.  Why would a company be overcompensated with additional cash flow if a153

merger premium is calculated using a book value that is less than the pre-154

merger market value of those same assets?155

A. The pre-merger market value equals the cash flows the assets are expected to156

generate, assuming no merger-induced change in operations, discounted to their157

present values.  This is the price a minority shareholder would be willing to pay for158

the assets since he or she would not have the power necessary to change159

operations in ways that would change the pre-merger cash flows.  If a “merger160

premium” is calculated using book value, and this premium is recognized in rates,161

the company would realize cash flows above and beyond the level that was already162

supporting the pre-merger market value of the assets without rate recognition of a163

merger premium.  The additional cash flow realized through recognizing the pre-164

merger portion of a merger premium in rates would further increase the market165

value of the assets, without affecting their book value.  That is, minority shareholders166

would be willing to pay a greater price for the underlying assets since the assets167

would generate even greater cash flows.  This problem becomes circular as the168

                                                                                                                                                            
11 220 ILCS 5/3-105
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increased market value of the assets would lead to a higher “merger premium,”169

which, in turn, would increase cash flows, while the book value remains unchanged.170

In summary, recovery of the premium increases rates, which increases the amount171

of cash flows the assets will generate, which further increases the market value of172

the assets, which further increases the premium, causing the cycle to continue.173

174

Q. Why would a buyer of a controlling interest be willing to pay more than the175

current market value for a company?176

A. A buyer of a controlling interest may be willing to pay more than current market value177

for a company for several reasons.  For example, a buyer would pay a price which178

exceeds the current market value for a company if the buyer expects the acquisition179

will result in cost savings due to greater economies of scale and increased180

operating efficiencies for the combined company.  A buyer would also be willing to181

pay a price above current market value for a company if the buyer expects the182

acquisition to result in strategic advantages, such as increased geographic diversity183

or increased growth potential for the combined company compared to the acquiring184

company on a stand-alone basis.12185

186

Q.  How did IAWC determine the market value of the Utility Assets?187

                                                
12 Company Exhibit 5.0, pages 8-10.
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A. IAWC did not determine the market value of the Utility Assets.  Rather, AWW188

estimated the market value of the assets to be acquired from CUC (including Utility189

Assets) on behalf of its subsidiaries.13190

191

AWW evaluated the market value of the Project using discounted cash flow analysis192

(“DCF analysis”).  DCF analysis requires an estimation of future cash flows for a193

company, which are then discounted to determine their present value.  Upon194

determining the market value of the Project, AWW assessed this value using195

various factors, including acquisition multiples similar to those used in Mr. Bobba’s196

analysis of the IAWC purchase price.14  Acquisition multiples are valuation197

benchmarks, which state the purchase price in terms of multiples of earnings, cash198

flow, book value, and so forth.  Acquisition multiples represent an index of recent199

market prices paid by other acquirers and accepted by other sellers.15200

201

Q. Please describe, in detail, the DCF analysis the Parent used to value the202

Project.203

A.204

205

206

207

                                                
13 Company response to data request RL 2.15, attached as ICC Staff Exhibit 3.0, Schedule 2.
14 Company response to data request RL 2.15, attached as ICC Staff Exhibit 3.0, Schedule 2.
15 Case, Shah, and DePass.  Financial Strategy and Policy, page 15.
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                                                                   16                                                     208

209

                                                                                   17                                        210

211

                                                          18212

213

Q. Please explain the relevance of the Parent’s DCF analyses.214

A.  215

                                                                                           They reflect the cash flows that216

the CUC subsidiaries would be expected to realize if no changes were made to217

operations.  Regardless of the regulatory treatment of any merger premium and218

merger savings, the Project should continue to generate cash flows at least at these219

“pre-merger” levels.                                                                   220

221

                                                                                                              19  The difference222

between these two valuation scenarios represents the estimated present value of223

merger savings.224

225

                                                
16 According to Company response to data request RL 5.02, attached as ICC Staff Exhibit 3.0, Schedule 3,
enterprise value is defined as, “The sum of market value of the common equity, preferred equity and short
and long-term debt, less cash and cash equivalents.”
17 Company response to data request RL 4.01, attached as ICC Staff Exhibit 3.0, Schedule 4.
18 Attachment 4(c)-12, included in Company response to data request Staff 1.02, attached as ICC Staff
Exhibit 3.0, Schedule 5.
19 Company response to data request RL 2.07, attached as ICC Staff Exhibit 3.0, Schedule 10.
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Q. Please explain how the Parent allocated the purchase price among State226

jurisdictions.227

A.  228

229

                                                                             20                                               230

231

                                           21   Further, no single allocation method was used in232

determining the allocation of the purchase price for the transactions occurring in the233

Illinois jurisdiction.22234

235

Q. What are the problems with the Parent’s allocation method?236

A.  The Parent’s allocation method does not incorporate the present value of the cash237

flows of each CUC company it will acquire.                                                238

239

             This allocation method does not reflect the value of the future cash flows240

each CUC subsidiary is expected to generate.241

242

Q. Is there a preferable method to determine and allocate the purchase price243

for the Utility Assets?244

                                                
20 Company response to data request RL 2.06, attached as ICC Staff Exhibit 3.0, Schedule 7.
21 Company response to data request Staff 1.05, attached as ICC Staff Exhibit 3.0, Schedule 8.
22 Company response to data request RL 2.04, attached as ICC Staff Exhibit 3.0, Schedule 1.
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A. Yes.  A preferable approach would be to perform a DCF analysis on each CUC245

company that AWW seeks to acquire.  Employing separate company DCF246

analyses would more accurately reflect the value of the assets of each CUC247

company.  It would also be necessary to conduct separate DCF analyses for the248

regulated and non-utility acquisitions in Illinois to avoid adversely affecting249

ratepayers through charging excessive rates and subsidization of non-utility250

activities.251

252

To allocate purchase price of the Utility Assets, it would be necessary to calculate253

the ratio of the Project’s purchase price to its post-acquisition market value.  A fair254

purchase price of the Utility Assets compared to the Utility Assets’ post-acquisition255

market value would be proportionate to the purchase price of the Project compared256

to the Project’s post-acquisition market value.   In other words, the post-acquisition257

market value of the Utility Assets would be multiplied by the ratio of the Project258

purchase price to the Project post-acquisition market value.259

260

Q. Please describe Mr. Bharani Bobba’s acquisition multiple analysis.261

A. Mr. Bobba’s analysis includes market data for six merger and acquisition262

transactions (“M&A transactions”) occurring in the water industry during 1999.  Mr.263

Bobba adjusted the M&A transaction values to reflect an asset purchase, similar to264

the transaction between IAWC and CUCI.23  Based on the acquisition multiples265

                                                
23 Company response to data request RL 3.07, attached as ICC Staff Exhibit 3.0, Schedule 9.
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presented in Company Exhibit 6.3, Mr. Bobba concludes that the purchase price for266

the Utility Assets is reasonable.24267

268

Company Exhibit 6.3 shows the ratio of asset valuations for the transactions to the269

following parameters: (1) Revenues; (2) Earnings before Interest, Taxes,270

Depreciation and Amortization (EBITDA); (3) Earnings before Interest and Taxes271

(EBIT); (4) Net Plant, Property, and Equipment; and, (5) Customers.  For each272

parameter, there is a high, low and average ratio.  Company Exhibit 6.3 also shows273

the ratios for the five parameters for the Acquisition.  The asset valuation for the274

Acquisition is below the average ratio for four of the five acquisition multiples.  On275

this basis, IAWC asserts that the purchase price for the Utility Assets compares276

favorably to the data from other industry transactions.25277

278

Q. Does Mr. Bobba’s analysis establish that the purchase price of the Utility279

Assets is reasonable in light of recent market data?280

A. No.  The acquisition multiples that Mr. Bobba presents are not sufficient for281

determining whether the purchase price is reasonable because each M&A282

transaction is a function of unique factors that contribute to the acquirer’s perception283

of the value.  Such factors include corporate and strategic goals, the prospect for284

savings and other synergies, regulatory environment, and the underlying285

assumptions regarding future cash flow expectations of the target.286

                                                
24 Company Exhibit 6.0, page 3.
25 Company Exhibit 6.0, page 3-4.
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287

Regarding the M&A transactions highlighted in his analysis, Mr. Bobba considers288

neither the value for control of the company nor the level of savings the acquirer289

expects to realize.  His analysis considers neither the underlying assumptions of the290

acquirer regarding retention of the savings nor regulatory commission recognition of291

a merger premium.  Therefore, Mr. Bobba’s analysis is insufficient for determining292

the reasonableness of the purchase price IAWC would pay for the Utility Assets of293

CUCI.294

295

Q.  Please describe the significance of the acquirers’ assumptions regarding296

the level of savings expected to result from the M&A transactions.297

A. The assumptions regarding the expected level of savings is critical whenever a298

company relies on those savings to justify the purchase price.  The greater the299

assumed savings an acquirer expects to retain, the greater the value of the300

acquisition; and thus, the greater the purchase price that can be justified.  Mr.301

Bobba does not have knowledge of the level of savings the acquiring companies302

expected to retain from the M&A transactions shown in Company Exhibit 6.3.26303

Thus, Mr. Bobba’s purchase price analysis excludes essential information.304

305

Q. What assumptions did the Parent make regarding savings to result from the306

Acquisition?307

                                                
26 Company response to data request RL 3.08, attached as ICC Staff Exhibit 3.0, Schedule 6.
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A.308

                                                         27                                                               309

310

311

312

                                                                                                   28313

314

Q. Please explain the importance of policies concerning merger premium and315

savings sharing of the respective regulatory Commissions’ in each M&A316

transaction included in Mr. Bobba’s analysis.317

A.  Knowledge of the policies of regulatory bodies other than the Commission318

regarding merger premium recovery and retention of merger savings would shed319

light as to the degree of similarity of those expectations of the companies involved320

in this Acquisition and those involved in the M&A transactions that Mr. Bobba321

studied.  Mr. Bobba did not rely on the any regulatory Orders in performing his322

analysis.29  Mr. Bobba’s analysis does not include adequate information regarding323

the degree of similarity in the expectations involved in the M&A transactions324

highlighted in his analysis and the Acquisition in this proceeding.325

326

                                                
27 Company response to data request RL 2.07, attached as ICC Staff Exhibit 3.0, Schedule 10.
28 Company response to data request RL 4.01, attached as ICC Staff Exhibit 3.0, Schedule 4.
29 Company response to data request RL 3.09, attached as Staff Exhibit 3.0, Schedule 11.



Docket No. 00-0476
ICC Staff Exhibit 3.0

17

Q. What are the implications of allowing IAWC to recover the purchase price of327

Utility Assets through the Company’s SSP or the Company’s Alternative328

Proposal.329

A. Both the Company’s SSP and the Company’s Alternative Proposal would recover330

the merger premium for Company shareholders by charging higher rates for utility331

service.  By allowing the Company’s shareholders to recover 100% of the merger332

premium through ratepayers, both proposals would, in effect, decrease incentives to333

minimize merger premiums in future acquisitions.  The Company’s Alternative334

Proposal goes further in the wrong direction since it improperly places the risk of335

merger savings realization on ratepayers.336

337

Q. What recommendations do you have, should the Commission allow338

recovery of a merger premium?339

A. Foremost, the Commission should direct the Parent to conduct a reliable and340

accurate DCF analysis of CUCI, both including and excluding the merger savings.341

In addition, the regulated and non-regulated activities must be analyzed separately342

to avoid any adverse rate impacts to ratepayers.  Although subjective factors may343

still be reflected in the purchase price for the Utility Assets, a jurisdictional valuation344

would provide an estimate of the future cash flows to be generated by the Utility345

Assets,  which, in turn, would serve as the basis for determining the amount of any346

merger premium if the Commission should choose not to adopt Staff’s position.347

348
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Although DCF analysis is the most appropriate method for measuring merger349

premiums, DCF analysis is only as reliable and accurate as the inputs used.  An350

accurate and reliable DCF analysis requires realistic forecasts and assumptions.351

Therefore, the Commission should also require the Company to clearly set forth its352

forecast assumptions and provide evidence of their reasonableness.353

Subsequently, the DCF analysis, including the forecast assumptions, would be354

subject to the review of the Commission as to their reasonableness.355

356

From those estimates of the value of the Acquisition, the purchase price, for the357

purpose of measuring the merger premium, would be determined as follows:  (1)358

calculate the ratio of the Project’s purchase price compared to the present value of359

the Project including savings and (2) multiply this proportion by the present value of360

the Acquisition including savings.  This will result in the most accurate measure of361

the purchase price for the purpose of measuring a merger premium.362

363

Q.  Did you estimate the merger premium using DCF analysis?364

A. No.                                                                                                                            365

366

                 , I cannot estimate the effect of my recommendations on the purchase367

price and the merger premium.  However, if the Commission rejects the Company’s368

proposal to reflect the merger premium in rates, determining an appropriate369

purchase price for the Utility Assets would be unnecessary.370
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371

Q. Does this conclude your direct testimony?372

A. Yes, it does.373


























